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1 am sony that because of previous commitments, I cannot appe~1.r before you today. The

importa.nce ofthc subject of these hearings c~\nnot be overestimated. There are

implicatio\IS for global economic stability aLld poveJty reduction, and continuing progress

in trade liberalization, as well as for broader relations with other countries around the

world.

The provisions in the receQt u"adc agreements with Chile al1d Singapore limiting

govenmlent interventions in short term capital flows are a. major source ofconcem.

Everything sholiid be do11e to elirl1inate tl1em from the agreements, and to makc SUlC that

such provisions are not jnsc11cd into f~ture trade agreements.

The ptupose of trade aw"eements is to facilitate trade, and to eliminate trade barriers

among countries. In pri11ciple. red\.tcitlg such trade barriers can be of benefit to all



parties, as each country is enabled to take !,1J:eater advantage of its compj,lrative advantage.

Shifting resources from low productivity pJ:otected sectors to high productivity export

sectors enhances growth and incomes.

Problems are encountered, however, when trade agreements go beyond trad.c issucs) as in

this case, forcing countIies to u,ndertake measures which should be 3, !11atter of national

sovereignty. St1ch provisions hsve earned trade agrce:lnents a reputtl.tion for tmdemlining

democracy, and I believe that sometimes these accusations t1re deserved.

It js of saJient concern when the particluar provision risks ilnposing considerable hW111 011

the country. Much ol~ the inst'Lbjlity in global financial markets jTJ recent years, especially

in emerging markets, has been rela,ted to short tern, capital flows. Ca,pital rushes into a

country, and just as quickly rushes out, leaving havoc in its wake. The crises in Eust Asia

were largely causcd by PI:emature capital market liberalization. Moreover, liber,tlizing

fully short tern] capital flows u1hibits the ability ora COUllTY to engage in countercyclical

macro-economic policies, which helps expla,in why so muJ1Y of the countries that have

liberalized capital markets have exhibited so much volatility, This volatility is

particularly hard on the poor, and indeed serves to create poverty. It is rhe low skil)ed

worke,-s who be,1r the brunt o:f the recessions and depressions.

While economctric stt\dies have confirmed that capitaJ market liberalization is

systematically related to greater risk, and all enhanced likelihood of a crisis, there is little

evidence that Jlberalization increases growth. It is a case of risk without reward. And

this is to be expected, for several reasons. Firstj thc risk itself is bud for investment.

Crises forcc firms, especially small enterprises, into bankruptcy ~.nd destToys

entrepreneurshjp-aJways scarce in developing countries. Foreign tim1S too find

Colmtnes wjtl, greater stability more attl:active for investing. Secondly, one cannot b],~ild

factories or create employment using n1oney that C2.11 Jcave overnight, and it is these real

invcstmems which gives rise to gl:OWt.\1. Indeed, capital. inflows often lead to ex:ch~mge

rate appl-eciatiol1, which makes it more di:fficult for cowltries to export or to compete

against impolis. Thirdly, in today's wo."ld, there is increasing recognition that prudcntial



policies on the part of government require that they maintain reserves eql-lal to the

amounts that they hold, in short tenl1 foreign denominated liabilities. Hence, wl'lcn a £inTI

within a POO1- developing country bO1TOWS shOJi tenn abroad, :it in effect forces the

government to set aside a COITespondmg amotmt in reserves, tY1,icalJy held in U.S. dolJar

T -bills. In effect, the country is borrowing, s,\'y, $100 million :[rom al1 M1crican bank,

paying say 18% interest, and at the same time lending precisely the same amount to the

U.S., and receiving today less than. 2% interest. The COll11try as a whole loses on the

entire transaction. The money the government pl1't into reserves could have yielded tar

highcr returns, say invested in education, roads, or health. It is no wonder then that so

many countries have been so skeptical abo\.tt capita.1 account liberalization.

Chile, in its pcl;od ofrapjd economic growth, In the early 90s, imposed restrictions on the

inflow of capital. ), believe th,)t s\.\ch restlictions playcd an iTllportant role in its growth

and stability. In particular, it meant that when glol)al capital markets stlddenly changed

their at1itudes towards emerging markets, and when capita..! sta11cd flowing out of them

and the markets insisted on far higher interest rates, Chile was spared the pains inflicted

on so many other countries (though of COlIrSe it still faced problems cau,sed by changing

copper prices.) Such restrictions on capital inflows are o:f limited relevance in the cUITent

economic sitllatio.11-witJ., an overa]] dearth of capital flows to emerging IJlarkets-

hopefully, 3t some time in. the futl\re, when ca:l)itaJ flows are more abundant, Chile might

Lind it in its own best interests to dampen these flows, to avoid the 1lTational exuberance

that has afflicted so m3J'y COl1nt"ries. Whether Chile chooses to do so should be a matter

of its OWl1 detenl1ination.

By the same token, the developing countries in Asia that have grown the fastest, done the

most to eliminate poverty, and exhibited the greatest stability have all intervened actively

in capjtnJ markets at critical stages in their development-and ma11Y contin1.1e to do so

today. They have shown forcefully that one can attra,ct huge amounts of foreign direct

investment. witnollt fully JiberaliziJ'lg markets to shorr teml speculative flows.



Today, there is aJso growing rccognition tl1at i11 til11es of crises, it may be desirable to

i1T1pose restrictions Or taxes on capita) O'Lltflows. M:alaysia did so, and as a result, had a

dOwntllm that was shortcr and shaJ.Jower thaJ1 many of its r1eighbors. Malaysia was ablc

to emerge from the cl-isis with less of a legacy of govem111ent debt than the other

collntl-ies who had not imposed SLICh controls. Again, while economists may contiJ1ue to

debate about whether other countries should, in circun1stances similar to rhosc

confronting MalQysia, chose to impose controls, and wIlile thcy may also continue to

discuss whether it is better to impose exit taxcs or explicit controJs, it 1S clear that this is a

matter of such importance to each country that it should be left up to themselves to

decide, Arguably, the United States pushed ,KO1-ea towards prematt\re capital market

liberalization (when it was aJready in the process of foffiJ\.uating a grad\.lal p~\'th of

liberalization), aJld the crisis wb.ich it :Caced four ycars later was, if! pa!i, the col1sequence.

Let me be c1ear: while there are ce11ain financial interests iI' the United States that might

benefit from forcing col.mtries to open tlp to tl1ese short tenn capital flows-and therc are

even some who have benefited from the resulting economic chaos, by buying assets at

fire sale prices, on]y to resell them at great profits when economic ca1m has been

restored-forcing cotmtries to open up their markets to t11cse short tcrJn capital flows is

not in the interests of the United States. It is in Otl! interests to have a mOt.e stable global

economy. It is in the interests of our businesses that are Investing abroad l:hat !]'lere be

greater economic stability in the cotmt-ries in which t.t,ey are investing. Yet economic

research has idcnti"ficd short ten" capi'tal market libeJ-alization as the single most

important factor contributing to the instability both in East Asia and Latin America,.

Today, there is a growing conSC11SUS among economists against liberalizing capital

markets for short tenn capital flows :fol: n.1ost elj,lerging countries. Even the 1MF has

recognized this. The extent and fann of capita.! market liberalizatjon is a matter which

should be left i:or each country to decide, tl1rough democratic processes. We can

encouTage a fu..Jl democratic deb~te on these j,ss~les, with a public discussion of experts

from developed and developing counlries debating the advantages aI1d disadvantages, the

risks and rewards, including ,tltemative designs for inlel-ventions. But \i/e should not be




